1

Special Issue of Scottish Journal of Political Economy
The Rise of China and Regional Integration in East Asia
Guest Editors:
Paul De Grauwe
London School of Economics, UK and Zhaoyong Zhang
Edith Cowan University, Australia
Over the past decades, East Asia has achieved one of the most profound economic transformations in recorded history, and has become the most dynamic economic region and one of the most integrated areas in the world. However, regional and economic integration in East Asia is a relatively new phenomenon and cooperation is lightly institutionalized (ADB 2008b) . Largely reflecting the diversity of the economies, the East Asian regionalism follows a markedly different pattern from that in Europe and other regions. In the absence of a formal institutional framework, the regional integration in East Asia has been driven by market forces and by the development of increasingly sophisticated production sharing and intra-regional network trade, in which China's rapid growth has been instrumental. It is the international firms that are creating linkages across borders in their search for profitable opportunities through trade, foreign direct investment (FDI) and other arrangements in accordance with changes in comparative advantage, industrial upgrading and unilateral liberalization of goods and capital markets in the region (Dobson, 1997; Zhang, 2003; 2 De Grauwe and Zhang, 2012) . Policies such as preferential trading arrangements have traditionally not played much of a role in the integration of the region.
Since the early 1990s, there has been a shift from non-preferential to a preferential route to trade liberalization, and the East Asian region began moving towards more formalized preferential agreements and regionalization, with the Association of Southeast Asian Nations (ASEAN) playing a catalyst role in driving the regional integration and cooperation. The outbreak of the 1997-98 East Asian financial crisis created a greater awareness of the region's shared interests and vulnerabilities, and pushed East Asian regional cooperation and regionalism. One important lesson learnt by these economies from the financial crisis is that it is important to establish both a more resilient domestic economic and financial system and a better functioning global financial system as keys to crisis prevention, management, and resolution (Kawai, 2009 ). Since then a number of initiatives in the trade (the proliferation of free trade arrangements) and financial (e.g. the Chiang Mai initiative) areas have been launched as a result. It is essentially the crisis itself that led to further regional integration and cooperation in East Asia, in contrast wiht the eurozone sequence. The region's diversity, With growing economic interdependence and intensifying cooperation among East Asian countries, the region's economic integration has evolved into a new form of international specialization, characterized by its intricate global production sharing and intra-regional network trade (see Athukorala, 2010; De Grauwe and Zhang, 2012) .
These networks have allowed firms to exploit comparative advantage by slicing up long production processes and allocating the production blocks throughout the East Asian region, with China being the manufacturing centre mainly for assembly by lower-skilled workers and exports of finished products throughout the world (Thorbecke and Smith, 2010) . The East Asian regional production networks involve complicated combinations of intra-firm trade, arms-length transactions, and outsourcing (see Kimura and Ando, 2005) . The fragmentation of production in East Asia is the major contributor to the 5 regional economic integration through increasing intra-regional direct investment and trade, while rapid economic growth fuels regional economic interdependence and closer regional integration. Economic integration in the region is deepened with the creation of a virtuous circle of foreign direct investment (FDI), production networks and trade, through which the Chinese economy has integrated with its East Asian neighbors. In their contribution, Ho, Shi and Zhang examine the dynamic correlations and financial integration of the mainland Chinese and Hong Kong stock markets by using a regime-switching framework. They also employ a set of different DCC-GARCH-type models to account for other features including volatility persistence and asymmetry.
The authors find significant evidence of volatility persistence and asymmetries in these markets. In addition, they detect that the conditional correlations between the mainland Chinese and Hong Kong stock markets are significantly time-varying and strengthening over time. The findings are consistent with our casual observation that China's economic rise and increasingly financial opening up have deepened its financial market integration with Hong Kong and the rest of the world, and will also provide a more diversified investment market for portfolio management.
China's recent slowdown has raised widespread concerns over its possible impacts on the global economy. In his contribution, Tyers employs a global macroeconomic model with national portfolio rebalancing to address these concerns and to assess the international implications of China's "new normal" of moderate growth.
The author concludes that the transition to consumption-led growth fosters employment abroad while a major Chinese recession is shown to be damaging to the advanced economies and particularly to the US, the more so if China's policy response is expansionary and includes floating the Chinese renminbi (RMB).
The paper by Sohn investigates the effect of China's economic rise on FDI competition in East Asia. Using a knowledge-capital model with data from the host countries of China and six ASEAN countries, and 34 FDI sourcing countries, the author 9 finds no empirical evidence in support of the hypothesis that China's rise has "crowding FDI out" effects on its ASEAN neighbors. The paper concludes that, with deepening regional integration and supply-chain networks in East Asia, the rise of China induces a strong synergetic effect on the FDI inflows into neighboring ASEAN countries, and appears to be crowding in rather than crowding out FDI in the region.
The final paper by Sato, Shimizu, Shrestha and Zhang examines the effect of the industry-specific real exchange rate volatility on intra-Asian trade of intermediate goods at industry level using their constructed dataset of the industry-specific bilateral real exchange rates. Contrary to the recent studies, the authors find that due to the growing cross-border fragmentation and processing trade in East Asia, the real exchange rate volatility has only a weak impact on regional trade of intermediate goods along the production chain. This finding has important policy implications for the recent debate concerning the question of how possible regional exchange rate arrangements will promote further East Asia economic integration.
The collection of articles in this special issue provides important insights into the rise of China and the ongoing transformation of the East Asian region. Hopefully these contributions will stimulate further research in issues related to China's economic rise and East Asian regionalism.
